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Canadian VC Climate

� Seed, startup and other early stage activity 
have accelerated since late 1990s

� Emergence of specialty VC funds

� Still an evolving and immature ecosystem

� Canadian market characterized by

• Small and few VC funds

• Limited VC deal sizes

• Limitations on ability to finance large late 
stage deals

� Varying effectiveness of VC deal model by 
sector and stage

- 2 - Osler Hoskin & Harcourt LLP



1999 Through 2005 Canadian Investment Activity
(Content courtesy of Thomson Macdonald)
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Canadian Technology Landscape
(Content courtesy of Celtic House)

Ottawa

Toronto

Waterloo
Population 2005: 932,300

Labour Force 2005:  687,000 Employed Labour Force 2005: 649,200

Montreal

Vancouver

GDP:  n/a

GDP:  n/a

Population 2005: 934,500

Labour Force 2005: 667,400 Employed Labour Force 2005: 617,700 Unemployment Rate 2005: 7.4%

Unemployment Rate 2005: 7.4%

Population 2005: 4,279,300

Labour Force 2005: 3,042,700 Employed Labour Force 2005: 2,807,400 Unemployment Rate 2005: 7.7%

Employed Labour Force 2005: 1,155,600

Population 2005: 1,819,300

Labour Force 2005:  1,234,800 Unemployment Rate 2005: 6.4%

Population 2005: 1,596,400

Labour Force 2005:  1,047,600 Employed Labour Force 2005: 938,600 Unemployment Rate 2005 10.4% 

No. Tech Workers 2005:      67,800
No. Tech Companies 2005:   1,690

No. Tech Workers 2004:    200,000
No. Tech Companies 2004:   9,000

No. Tech Workers 2004:     110,000
No. Tech Companies 2004:    2,500

No. Tech Workers 2004:       30,000
No. Tech Companies 2004:    1,000

No. Tech Workers 2005:       29,000
No. Tech Companies 2005:       400

GDP 2003:  C$37,989,000,000

GDP 2004:  C$253,000,000,000

GDP 2003:  C$18,679,000,000
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Breakdown of 2005 VC Financings
(Content courtesy of Thomson Macdonald)

� Provinces of Ontario (41%) and Quebec 
(39%) take almost all of the financings

� LSIFs the biggest spenders – they accounted 
for 31% of total VC dollars disbursed in 2005

� Investment by sector:

• Information Technology - $924 million 
invested in 236 companies (51% of all 
disbursements in 2005) 

� Communications and networking -
$335 million 

� Software - $286 million

� Electronics, hardware and 
semiconductors - $123 million

• Life Sciences - $447 million invested in 
91 companies

• Non-technology sectors - $348 million 
invested in 209 companies
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Ontario and Quebec in 7th and 9th Place for North American  
VC Investing (C$ millions) (Content courtesy of Thomson Macdonald)
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Relatively more companies financed in Canada vs. U.S.
(Content courtesy of Thomson Macdonald)
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Smaller Rounds in Canada

� Canadian VCs deploy money in smaller 
amounts and across a wider number of 
companies

• In 2005, the average investment made in 
Canadian venture-backed companies was 
$3.1 million 

• In 2005, the average investment in U.S.-
based portfolio companies was $10.5 
million

� Effect on Canadian companies competing 
with US counterparts (globally for customers, 
and domestically for capital)

• Founder-managed

• Smaller marketing budget

• Constrained development

• Living “milestone” to “milestone”
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U.S. VC Investments 3.3 Times Larger than in Canada
(Content courtesy of Thomson Macdonald)
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Establishing a Technology – Intensive 
Business

� Where to Incorporate

� Securing Your Assets

• Protecting Intellectual Property

• Employment and Consulting 
Arrangements

� Funding the Business

� Path for Growth
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Where to Incorporate?
Advantage Canada

� Stock options
• preferential treatment for options for 

Canadian Controlled Private Corporations 
(“CCPCs”)

� Small business corporation tax deduction

� $500,000 capital gains exemption on sale of 
CCPC shares

• 2 year “hold” period for founders and others

� RRSP eligibility
• N/A for U.S. private companies
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Where to Incorporate?
Advantage Canada

� SR&ED program – access to enhanced
investment tax credits

• Based on qualifying scientific research 
expenditures 

• Creditable against income for non-CCPCs

• Refundable for CCPCs (“free cash”)

� IRAP/TPC program

• Grant funding available for specific 
projects/programs

� Multi-media development tax credits (Ontario):

• Cash credits of up to 30% on qualifying 
Ontario labour

� Business Development Bank of Canada 

• Loans, loan guarantees and export financing
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Where to Incorporate?
Advantage Canada

� Easier public company rules

• No SOX 404, less regulation, less litigation

• Access to U.S. “foreign private issuer” rules 
if  listed in U.S.

� No proxy review

� No short swing profit rules

� MJDS

� Ongoing costs (legal, accounting, insurance)
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Where to Incorporate?
Advantage United States

� Avoids need for pre-approval of share sales by 
foreign holders:

• Section 116 certificate is an irritant for non-
Canadian investors (when selling shares of 
a Canadian company)

� Optics for VCs and/or strategic partners

� Rollover available for “stock-for-stock” mergers 
(if U.S. buyer)

� Familiarity with U.S. GAAP

� Director residency requirements

� NASDAQ access (comfort zone of U.S. 
investors

� LP agreements often restrict investments to 
U.S.
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Funding the Business

� Equity vs. Debt

� Financing stages
• seed
• angel
• venture capital; venture debt
• institutional
• public offering

� Bank financing
• difficult terms
• largely unavailable

� Funding from cashflow

� Trade-off is cash sooner vs. more dilution
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Raising Capital by Issuing Shares

� Must comply with applicable securities laws

� Most frequently used exemptions:

• Private company

� Sales to “friends and family”

• “Accredited Investor”

� Individuals with “financial assets” over
$1M

� Individuals with net income over 
$200K

� Institutions

• $150,000 cash investment exemption 
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What Securities Should You Sell?

� Convertible Debentures, Common Shares or 
Preferred Shares

� Minimize income tax for founders

� “Vested” common stock for founders

• Business need/VC requirement

• Corporate law regarding
“fully paid” shares
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Why Convertible Debentures?

� Investor’s reason

• Company is at too early a stage to be 
valued

• Secured against assets of the Company 
and/or assets of founders

� Company’s reason

• Will seek further financing in the short 
term (6 months – 2 years)

• Convertible into shares issued in next 
third party financing
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Why Common Shares?

� Investor’s reason
• Cost effective

� Company’s reason

• Simple capital structure

Why Preferred Shares?

� Investor's reason

• Provides downside protection
• Provides liquidation preference

• Provides preferential dividends

� Company's reason

• Liquidation preference justifies higher 
price than common shares (useful for 
common share option grants)
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Preferred Share Features

� Conversion rights; automatic conversion 
events

� Liquidation preference amount is payable on 
merger and similar events 

• Powerful clause if investors have Drag 
Along rights

� Redemption feature 

• Consider remedies where Company 
subject to solvency restrictions

� Should preferred shares be “participating 
preferred”?

• Liquidation preference/double-dip
• Dividend preference/double-dip
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Conversion Rights

� Conversion ratio of preferred to common:

• Purchase price (per share)
conversion price 

• Conversion price is, initially, the original 
per share purchase price

• Conversion ratio is subject to anti-dilution 
and “price protection” formulas
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“ Price Protection”

� Applies to subsequent financings

� “Full Ratchet”

New conversion price is new (if lower)

price at which Company sells stock, 
regardless of how many shares the 

Company issues at the lower price

� “Weighted average”

Conversion price adjusts based on the 
ratio of share issuance proceeds (at 
lower price per share) to the 
Company’s total share capital 
immediately prior to when Company 
issues shares at that lower price
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Preference Share Dividends
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� Type of Dividend

• Fixed and cumulative

• “if, as and when declared”

� Form of Payment

• Cash

• More shares

� Time of Payment

• Periodic
• When declared

• On conversion or liquidation

� Part VI.1 tax



Primary Deal Documents

� Term Sheet

� Due Diligence

• Business Plan 

• Management Team

• Intellectual Property

� Share Purchase Agreement

� Amended Articles of Incorporation 

� Shareholders Agreement

� Registration Rights Agreement
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Share Purchase Agreement

� Terms of investment

� Representations and warranties
• Company

� Disclose all material information
� Schedule of exceptions
� Cap on Indemnity

• Investor
� Compliance with securities laws
� Ability to withstand risk

� Conditions to Closing

� Company Covenants
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Shareholders Agreement
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� Voting Agreements

� Governance

� Board Composition

� Special Veto/Approval Rights

� Share Transfer Restrictions

• General Prohibition

• Rights of First Refusal/Rights of First Offer
• Co-Sale/Tag-along/PiggyBack Rights

� Drag Along Rights

� Protecting Redemption Rights



Protecting Ownership Position

� VCs typically want ability to protect their pro 
rata ownership interest

� Pre-emptive Rights

� Right of First Refusal

� Co-Sale Rights

� “Pay to Play” provisions
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Registration Rights Agreement

� U.S. concept 

� Gives investors a path to liquidity 

� “Demand” rights (starting when?) and 
“piggyback” rights

� Canadian investors require “qualification” as 
opposed to “registration” rights
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Canada vs. U.S. Emerging Software 
Companies

• 20 (12 local) • 5 (3 local)Direct sales force

• 18                                                              • 8 Professional services 
team

• 42 (includes 9 off-
shore)  

• 20R&D Team

Ownership

Executive experience

• Founders 15%, VCs 
54%

• CEO is not founder, 
65% have previous 
CEO experience                                                  

• Founders 50%, 
VCs 18%

• CEO is founder, 
75% have no 
previous CEO 
experience          

U.S.Canada
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Path for Growth

� Organic Growth

� Acquisitions

� Public Offering

� Sale of Business
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Public Offering

� Creates liquidity for stakeholders (requires 
established trading)

� Potential financing event

� Increased regulatory scrutiny
• Management certifications
• Complex GAAP and GAAS

� High cost to be listed (legal, accounting, 
insurance, IR, etc.)

� AIM increasing in popularity
• Less regulation; no SOX
• Issues with trading - AIM is not a 

recognized exchange under Canadian 
tax law
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Sale of Business

� Most popular form of exit
• Often cash deals – eliminating liquidity 

risk
• Often best price if a strategic buyer
• Quick (?)

� Share for share deals
• Taxable gain as no tax free rollover if 

U.S. acquirer
• No cash consideration (same issues as 

IPO)

� SOX 404 problem – if acquirer is U.S. public 
company

� Business acquisition reporting
• Requires 3 years of audited accounts 

and pro forma statements
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Canadian Venture-Backed Technology IPOs
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Notes:
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